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Development Financing 


by Benjamin Higgins 


F IT WERE POSSIBLE TO CHART PER CAPITA INCOME FOR 
all countries belonging to the United Nations, starting 
with the beginning of human history and ending with World 
War II, the charts would show long periods of dreary stagna- 
tion, interrupted by short spurts of economic progress in a few 
countries. The rapid and essentially continuous rise in per capita 
income in Europe, North America, and Australasia during the 
past two and a half centuries, which many of us in the Western 
world have come to regard as “normal,” would appear as a 
phenomenon unique in history. Perhaps, as some economic his- 
torians insist, this remarkable rise in productivity, confined to 
so small a share of world population for so short a period, was 
“more than industrial and less than revolution”; but certainly 
the difference in degree between rates of economic growth in 
parts of Europe, in North America, and in Australasia since 
1700, and any expansion that has occurred elsewhere, before 
or since, is so great as to constitute a difference in kind. Stag- 
nation is the rule, and economic development is the exception 
that requires special explanation. 


Since the end of the World War II, however, governments 
in other parts of the world—Latin America, Africa, the Middle 
East, East and Southeast Asia, and some European countries as 
well—have become increasingly “development minded.” The 
Western world, for its part, has demonstrated its interest by pro- 
viding technical and capital assistance in a manner which is 
novel in history. Indeed the prospect of converting poor and 
stagnant economies into prosperous and progressive ones, through 
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a joint effort of advanced and underdeveloped countries, is an 
exciting one, which may well be regarded as the most comfort- 
ing item in the ledger of postwar international relations. 


Sooner or later in discussion of economic development, 
however, it becomes necessary to ask, “Where will the money 
come from?” Most of the underdeveloped countries have limited 
internal financial resources, and many have balance-of-payments 
problems as well. Much of the equipment and raw materials 
needed for development must be imported from abroad. Thus 
the problem of financing economic development has two aspects: 
first, how can sufficient resources be mustered in domestic cur- 
rency; and second, how can the necessary foreign exchange be 
acquired? It is to these sobering questions that this paper is 
addressed. 


What are “Underdeveloped Areas”? 


In the report on Measures for the Economic Development 
of Underdeveloped Countries, the group of experts appointed 
by the Secretary-General of the United Nations say in their first 


chapter: 


We have had some difficulty in interpreting the term “under- 
developed countries”. We use it to mean countries in which per 
capita real income is low when compared with the per capita real 
incomes of the United States of America, Canada, Australasia and 


Western Europe. In this sense, an adequate synonym would be 


“poor countries”.* 


In general, underdeveloped countries may be regarded as 
those with per capita incomes of less than $300 per year. How- 
ever, one should distinguish between underdeveloped countries 
and underdeveloped areas. Some countries with average incomes 
above this figure have large regions in which the per capita 
income is substantially lower. Striking examples of this sort are 
Italy, with its developed North and its underdeveloped South, 
or Venezuela with its rich petroleum industry superimposed on 
an otherwise little developed economy; but even in such coun- 


1 United Nations Doc. E/1986, 3 May 1951, p. 3. 
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tries as Canada and the United States, one can find regions in 
which per capita income is so low as to warrant the use of the 


term “underdeveloped.” 


Unhappily for the economists in search of a “general 
theory” of economic stagnation in underdeveloped areas, the 
countries falling into this classification display wide differences 
in their economic situations. At least four categories of under- 
developed areas can be suggested. First, there are countries 
which are very poor (with per capita incomes, say, below $100 
per year), which are stagnant, in the sense that per capita in- 
comes show no rising trend, and which are also poor in resources. 
An example in this category is Libya. Per capita income in Libya 
is estimated at about $25 per year. Outside the Italian coloniza- 
tion schemes, at least, there is no evidence that per capita income 
has risen in Libya for some centuries; there is some evidence 
that it has actually declined. Unfortunately, Libya provides little 
in the way of resources with which the development planner 
might work. Most of it is desert. Rainfall in the most fertile 
areas is inadequate and uncertain. The country has no mineral 
resources of importance, and no natural sources of power or 
energy—unless and until the sun itself can be harnessed.* 


Second, there are countries which are very poor, stagnant, 
but relatively rich in resources. Indonesia provides an example 
in this category. Per capita income is high as compared to 
countries like Libya—between $75 and $100 per year—but is 
not currently rising and may even be falling, as compared to 
1939, 1929, or even earlier. Yet Indonesia is a country with a 
wide variety of resources. Much of its soil is rich, enabling it 
to produce a food supply adequate for its very large popula- 


2 One might almost say that a country is “underdeveloped,” if its govern- 
ment considers development a problem, in a way which calls for positive 
policy. In this sense, Canada would have been an underdeveloped country 
throughout the nineteenth century, and might even be considered so today, 
despite its high per capita income and its current rate of economic growth. 
However, we shall adopt the common definition of “underdeveloped,” which 
makes it synonymous with “poor.” 

3 Benjamin Higgins, The Economic and Social Development of Libya 


(New York: United Nations, 1953). 
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tion, while exporting such valuable agricultural products as 
rubber, sisal, copra, palm oil, coffee, tea, and spices. It has an 
enormous potential of cheap hydroelectric power, and a wide 
variety of mineral resources, including petroleum, bauxite, tin, 
copper, iron, coal, and others. In such countries, especially if 
the rate of population growth can be curtailed, the hope for 
raising per capita income significantly would appear to be much 
better than in countries like Libya, which have so little with 
which to work. 


Third, there are countries like Brazil and Argentina which 
have per capita incomes low enough to put them into the 
“underdeveloped” category, but which have abundant resources 
and are currently developing at a rapid rate. The rates of per 
capita increase in income in some of the Latin American coun- 
tries compare favorably to those achieved by the countries of the 
Western world during the periods of their most rapid progress. 
The problem in these countries, therefore, is one of continuing 
growth, and avoiding misallocation of resources and maldistri- 
bution of income in the process. 


Finally, there are countries like India, whose per capita 
incomes are currently very low—lower than that of Indonesia 
—which do not appear to have abundant resources relative to 
the size of their populations, but which are nevertheless devel- 
oping. Per capita income in India is below $60 per year. Con- 
sidering its 360 million people, its enormous areas of aridity, 
and its limited mineral and power resources, it cannot be con- 
sidered a “rich” country, in the sense in which this term may 
be applied to Indonesia. Nevertheless, it appears that per capita 
income in India is rising, as a result of the concerted and well- 
directed efforts of the government to carry out a development 
program. 

Such differences in basic economic situations bring with 
them differences in the precise nature of the financial problem 
involved. Nevertheless, the basic problem in each case is the 
same: to obtain a flow of capital that will provide an increase 
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in productivity fast enough to outrun population growth, and 
thus launch a process of cumulative expansion; and to acquire 
a sufficient portion of this capital in foreign exchange to permit 
importation of raw materials and equipment needed for de- 
velopment, in addition to essential foodstuffs. In a paper of this 
length, it will be necessary to confine ourselves to this common 
problem, leaving refinements arising from differences in eco- 
nomic situation for more lengthy studies. 


What is the Problem of Economic Development? 


If underdeveloped countries are so determined to raise 
their per capita incomes, what is stopping them? The answer 
is: quite a number of things, some economic, some sociological, 
some political, some technological, and some, perhaps, purely 
financial. 


To use an outrageously mixed metaphor, one might say 
that the road to higher incomes is paved with vicious circles. 
For example, economic development is largely a matter of capi- 
tal accumulation. For advanced countries, saving and investing 
enough to sustain economic growth is no great problem. If there 
is a problem at all, it is to generate sufficient investment oppor- 
tunities to absorb continuously all the savings that individuals 
and business firms want to provide at, full employment levels of 
income. In underdeveloped countries, however, the sheer poverty 
of the bulk of the population is such that the flow of savings 
is a mere trickle. In advanced countries, net savings and invest- 
ments during periods of rapid growth average between 10 and 
20 per cent of national income. In the now underdeveloped 
countries, net savings and investment seem to run from 0 to 
7 per cent of national income. Provision for growth is easiest 
in the countries that have already grown most. 


Similarly, in advanced countries, where the stock of capital, 
the level of technique, supplies of natural resources, and trade 
relations are such that present populations are below optimal, 
population growth provides an additional stimulus to expansion. 
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It encourages investment in housing, transport, public utilities, 
and the like, and permits the most efficient ratios of labor to 
capital to be maintained as capital accumulates. But in many 
of the underdeveloped countries, where populations are already 
well above optimum levels, further increases in population act 
only as a drag on economic development, preventing any increase 
in per capita income from taking place, and aggravating the 
difficulty of saving and investing enough to generate expansion. 


Again, few of the underdeveloped countries have “frontiers” 
in the sense in which they existed in the New World in the 
nineteenth century, and perhaps in Europe in the eighteenth. 
In very few of these countries can people move from areas 
where they now are to unoccupied territories still richer in natu- 
ral resources. By and large, occupation of new territories within 
the underdeveloped areas means resorting to land less fertile 
and less rich in mineral resources. 


Most of these countries, too, lack an adequate supply of 
the kind of “entrepreneurship” which has been so important in 
the development in the now advanced countries. Curiosity with 
respect to new techniques and ability to see opportunities for 
establishing new industries, developing new resources, and intro- 
ducing new methods of production are lacking. 


The now underdeveloped countries must carry out their 
brave schemes in a world environment in which the international 
flow of goods and of capital is much less free than it was during 
the nineteenth century. Some of these countries have recently 
escaped from colonial status, and have an aftermath of national- 
ism and “anti-imperialism” which makes them reluctant to 
accept large amounts of foreign capital and technical assistance 
lest their independence be jeopardized. These very nationalist 
attitudes make them less attractive to foreign investors. 


The people of these countries want economic development, 
but show little eagerness to accept the hardships attendant upon 
the first stages of industrial revolution. On the contrary, they 
want development together with a full-fledged “welfare state.” 
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Other sociological factors also play a role. For example, the 
“undivided family,” prevalent throughout much of the Eastern 
world, prevents a man’s immediate family from benefiting very 
much from any decision of his to work harder, save more, or 
limit the size of his family. 

Finally, there are technical problems. Technological re- 
search, concentrated in the advanced countries, is directed 
mainly at discovering “labor-saving” techniques. But in under- 
developed countries, where labor is abundant—even redundant 
—and capital is scarce, this sort of technological progress is of 
limited use. The present proportions in which land, labor, and 
capital are available act as a drag on development. The essence 
of the economic development of the advanced countries was a 
fall in the ratio of agricultural employment to total employment, 
but the proportions in which the factors of production are avail- 
able in underdeveloped areas favor agriculture against industry, 
since agriculture is a field in which relatively more can be ob- 
tained by labor-intensive techniques—much labor and little capi- 
tal applied to the available land. 


In the light of all these difficulties, it might well be asked 
whether lack of financial resources is the major bottleneck in 
the development of underdeveloped areas. Many of these coun- 
tries are lacking in nearly all the other resources which must be 
combined with capital in order to raise output and income. 
Entrepreneurial and managerial skills, technically and profes- 
sionally trained personnel, advanced labor skills, and in some 
cases even natural resources, are in short supply. It can be 
argued with some cogency that the inadequacy of demand for 
capital, arising from the lack of indigenous enterpreneurship, is 
as serious an obstacle to growth in these countries as is the 
short supply of capital. Similarly, it has been contended that 
the limiting factor is not the amount of capital available, but 
the absorptive capacity of these countries. 


Nevertheless, there are few indeed of these countries which 
have available financial resources sufficient to carry out their 
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development programs, which they themselves consider feasible 
in terms of other resources, and essential to raising per capita 
income. Certainly, capital alone will not do the job; but equally 
certain, the availability of sufficient financial resources is a sine 
qua non of development of underdeveloped areas. 


Up by the Bootstraps? 


Some recent writings suggest that economic development 
of underdeveloped areas may be possible without substantial 
sacrifice of current consumption and without foreign capital by 
effective use of the disguised unemployment that exists in most 
such countries. The argument is twofold. First, it is suggested, 
it should be possible to devise means of increasing productivity 
per manhour which do not require heavy investment of the 
kind prevalent in advanced countries. Mere transfer of the 
techniques employed in advanced countries, where labor is more 
scarce than capital, is inappropriate in countries where capital 
is more scarce than labor. Second, it is argued that the disguised 
unemployed in agriculture could be attracted into industrial 
projects, permitting an increase in industrial output with no 
offsetting decline in agricultural production. Some kinds of in- 
creases in output, it is contended, require a great deal of labor 
and very little capital. Such projects include the construction 
of irrigation canals and dams, road building, harbor repairs, 
and the like. Even cement plants, it has been argued, require 
technically relatively little capital. 

Moreover, the argument continues, governments should not 
be misled by the “financial illusion”; such projects may cost 
money, but they entail no real social cost, since no alternative 
production is sacrificed by using on these projects labor that 
would otherwise be essentially unemployed. Food supply will 
not be diminished, and farmers who previously provided food 
to the former disguised unemployed can sell their surplus to 
the same people, now employed as wage earners. The farmers 
will therefore be in a position to pay higher taxes, and these 
taxes can be used to finance the development project. The com- 
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pletion of the projects will result in increases in agricultural 
production. In the case of irrigation, the increases in output arise 
directly from the projects themselves; in the case of improved 
transport increased output arises from the greater specialization 
that becomes possible. ‘The increased income of farmers in turn 
can then be recaptured in higher taxes, leaving farmers little 
better off than before, it is true, but permitting the increased 
output of agricultural goods to be exported, in order to pay for 
capital imports for further development. The taxing away of 
the increased yields may also be necessary, to prevent any in- 
creased productivity from being dissipated in increased leisure, 
or in higher rates of population growth. Thus, a process of eco- 
nomic development is generated without foreign capital and with 
only modest and temporary sacrifices of present consumption. 


In considering the possibilities of this “up by the bootstraps” 
approach, it must first be said that development of this kind 
has taken place at least once, and possibly twice. England, as 
the first country to industrialize, was obviously not in a position 
to finance its early economic development by borrowing from 
abroad. However, it is worth remembering the conditions under 
which English economic development took place. For one thing, 
the English workers shared very little in the fruits of economic 
development during its first decades. Men, women, and even 
children worked ten to fourteen hours per day for extremely 
low wages. The condition of the English urban worker in the 
eighteenth century was probably worse than that of the English 
peasant, or even of the peasant in some underdeveloped areas 
today. Former peasants, forced off the land into the factories 
through the enclosure movement, lived in the cities under con- 
ditions of appalling poverty, misery, and squalor. Moreover, the 
fiscal structure up to the mid-nineteenth century was highly re- 
gressive. With revenues derived mainly from commodity taxes 
and much of government expenditures going to service the 
national debt, subsidies to new enterprises, and the like, the 
fiscal system redistributed income from poor to rich, making 
possible high levels of saving. Meanwhile, the Reformation had 
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created a puritanical attitude toward consumption and saving, 
so that the rich reinvested their earnings rather than engaging 
in conspicuous consumption. Trade unions were illegal up to 
1825, and for some time after that were very weak. There was 
no “social security” for workers during this period. Public assist- 
ance was limited to the dole and the poorhouse. It might also 
be said that England at the beginning of its period of rapid 
industrial expansion had a very small population (about four 
million) and still had undiscovered resources. 


The second case, while superficially very different, shows 
fundamental similarities. Under a strong totalitarian government, 
Russia has been able to industrialize rapidly during the past 
thirty-five years. However, this industrialization was achieved, 
at least in its early stages, largely at the expense of the kulaks 
and peasants. The former were liquidated and the latter seem 
at times to have been literally starved, to provide a surplus of 
foodstuffs for the support of workers in factories and on de- 
velopment projects. 


In other words, the “up by the bootstraps” approach has 
succeeded only where severe sacrifices have been forced on the 
masses of the people to provide a basis for capital accumula- 
tion. The “up by the bootstraps” approach proposed for under- 
developed areas today does not necessarily require reductions 
in the standard of living to start the development process, but 
it does mean that the initial increases in output must be denied 
to the people, in order to provide an export surplus to finance 
further expansion. An integral part of the scheme is the increase 
in tuxation of farmers, first to compel them to produce as much 
as before although they have fewer mouths to feed, and second, 
to drain off the increase in output and income as the develop- 
ment projects have their effect. This increase in taxation and 
consequent prevention of initial improvements in living stand- 
ards is necessary not only to provide an export surplus, but 
also to prevent the increased productivity from being converted 
into increased leisure or a more rapid rate of population growth 
rather than into increased output. The proposed “up by the 
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bootstraps” route to higher living standards will prove—at best 
—only somewhat less uncomfortable than the one actually fol- 
lowed in England and in Russia. 


Moreover, it is misleading to suggest that this sort of pro- 
ject will produce sustained development with no capital. Even 
road construction or irrigation requires some simple tools. More- 
over, better roads are of little use without additional transport 
equipment, if only ox carts; and improved harbors are of little 
use without additional ships. Thus some increased saving will be 
necessary at the beginning, even though the volume required 
may be less than for a development program consisting mainly 
of capital-intensive projects. 

There is also a serious question as to how much produc- 
tivity can be raised by this sort of project alone. Some improve- 
ment in productivity can certainly be achieved in this manner, 
but it is doubtful whether the rate of expansion would be suf- 
ficient to overcome the inertia of an economy that has been 
stagnant for centuries and to launch a process of cumulative 
economic growth. “Capital-cheap” innovations would of course 
be highly desirable; but thus far they are not available, and 
engineering genius has yet to be directed toward this particular 
problem in an organized, large-scale fashion. There is no assur- 
ance that much in the way of “capital-cheap” innovations can 
be expected during the next few years. A question also arises as 
to the degree to which the so-called “leisure” of the disguised 
unemployed is actually devoted to productive pursuits, which 
would have to be paid for by the villagers, if the disguised un- 
employed are drawn off into development projects. 


The question as to how effective the “up by the bootstraps” 
approach can be is one of the many questions that must be 
answered differently for different countries. In the two countries 
in which the present writer has been actively engaged in prepa- 
ration of development plans (Indonesia and Libya), the scope 
for projects of this sort appears to be rather small. The transport 
systems are well developed in the areas where economic activity 
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is now concentrated. There are no rich agricultural or mineral 
resources requiring only improved transport to make them acces- 
sible. Land is not obviously misallocated, and better transport 
alone may not bring much improvement in patterns of land 
use. Irrigation is not so important in Indonesia as in countries 
where rainfall is less abundant and less dependable. Where irri- 
gated land is common (as in Javanese rice culture), the irriga- 
tion systems are already highly developed; and the advantages 
of extending the irrigated areas are doubtful at best. Irrigation 
in Libya is a matter of sinking wells to deeper levels and in new 
areas, which requires considerable capital equipment, and which 
could result in more rapid fall of water tables in the areas now 
under irrigation unless it is done with skill and care. 


At the other extreme is Ethiopia, where it seems that in 
order to raise output, exports, and living standards the govern- 
ment need only build more roads into the wild coffee forests 
and persuade the labor force to move into newly opened areas. 
In India and other countries, irrigation can apparently raise 
output considerably in some areas. But while the effectiveness 
of capital-cheap, labor-intensive projects varies substantially from 
country to country, my own judgment is that for underdeveloped 
countries as a whole, their role will be a limited one, unless and 
until a new brand of “industrial revolution” takes place, con- 
sisting of innovations that raise output per manhour while 
absorbing labor and requiring little additional capital. 


It is essential in this connection to make a distinction be- 
tween capital-saving inventions and capital-saving innovations. 
Probably most inventions are capital-saving, in the sense that 
they reduce the capital required per unit of output, once the 
new plant is in place. In this sense, it seems likely that even 
the steam railroad was a capital-saving invention; capital re- 
quired per ton-mile of freight carried is probably less on a 
modern railway than it was with horses and wagons. However, 
the capital-saving inventions of this type do not help very much 
if the capital requirements for introducing them are beyond the 
means of underdeveloped countries. In other words, the instal- 
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lation of a new technique that may ultimately be capital-saving, 
may require very large amounts of capital indeed. Even capital- 
saving inventions are easier for advanced countries to introduce 
than for underdeveloped ones. Where a great deal of capital 
has already been accumulated, capital-saving inventions can be 
introduced by using existing replacement funds. Where the capi- 
tal stock is low, however, replacement funds will be insufficient 
for major innovations, even if they consist in introduction of 
capital-saving inventions. What underdeveloped countries need 
is not merely capital-saving inventions in this sense, but means 
of raising productivity without increasing the current rate of 
total investment, even temporarily. Clearly, the technical require- 
ments of this sort of innovation are much more severe than for 
capital-saving inventions of the usual sort. 


In sum, while the possibilities of promoting expansion by 
methods requiring little capital should be exploited to the full, 
there is little reason to hope that these methods by themselves 
will promote rapid economic growth in most underdeveloped 
countries in the near future. If our aim is a rate of economic 
expansion sufficient to outrun population growth, and to bring 
new patterns of behavior regarding work and leisure, we cannot 
rely on these techniques alone. Some substantial increase in 
domestic taxes and savings, or a greater inflow of foreign capi- 
tal, or a combination of the two, will be necessary. 


Finance by Inflation? 


Some writers have suggested that the simplest way to finance 
development for underdeveloped areas is just to print money 
or borrow from the banking system— in short, by inflation. In 
this fashion, it is maintained, the population will be “forced” 
to save, since the rise in prices will necessitate a reduction in 
the volume of physical consumption. 

Of course, in recommending inflation as a financing device, 


no one is suggesting that underdeveloped countries should sub- 
ject themselves to the kind of hyper-inflation that took place in 
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advanced countries between the wars. It is universally recognized 
that such cumulative inflations not only disrupt the economy, 
but pave the way for social and political upheavals as well. 


Even the “controlled” inflations which are advocated, how- 
ever, have grave disadvantages for underdeveloped countries. 
Most of these suffer from a tendency for investment to be 
directed toward speculative holdings of inventories, rather than 
to the establishment or expansion of productive enterprises. A 
constantly rising price level tends to aggravate this tendency, 
by making speculation all the more profitable. Who will prefer 
a possible small gain over a long period, if assured of a large 
gain in a short period? Moreover, export industries, whose 
prices are determined in the world market, are confronted with 
constantly rising costs. Thus export industries tend to become 
increasingly unprofitable, and balance of payments difficulties 
are aggravated. Foreign investors are usually not attracted by 
a situation in which costs are constantly rising, even if their 
eye is cast toward the domestic market, where there is more 
hope of recouping increased costs through increased prices. 
Foreign investors know that even “chronic” inflations tend to 
break down at some stage. Plants which have been built in 
high-cost periods become unprofitable in succeeding low price 
periods.* 

Under certain conditions, a case can indeed be made for 
inflationary financing of economic development. If the govern- 
ment is responsible for a large share of the economic develop- 
ment program; if it proceeds with this program efficiently, 
carrying it out irrespective of the budgetary position; if it is 
able to regulate private investment, preventing misallocation of 
private capital and requiring private enterprise to conform to 
the development program; if, despite inflationary pressure, it is 
able to prevent cumulative price rises through price ceilings, 


4For a discussion of the effects of inflation on economic development, 
see Economic Commission for Asia and the Far East, Committee on Industry 
and Capital, Inflation and Mobilization of Domestic Capital (United Nations 
Doc. E/CN.11/I & T/WP.1/L.6, 22 October 1951). 
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rationing, and the like; if it is able to control the pattern and 
volume of imports; if, indeed, the government is able to run 
its development program in the way in which advanced coun- 
tries ran their war economies during World War II—or, to use 
Professor Galbraith’s term, if it is able to operate a “disequi- 
librium economy”—then a strong case can be made for infla- 
tionary financing of economic development. However, a govern- 
ment strong enough, politically and administratively, to operate 
a “disequilibrium economy,” would probably be strong enough 
to finance its economic development program without inflation. 
The latter course is the safer of the two. 


Economic stabilization and development are closely inter- 
twined. The conflict between unemployment and economic 
progress is obvious and direct. The productivity of the un- 
employed worker is zero, and productivity of the entire labor 
force obviously cannot be maximized when some members are 
producing nothing. This statement applies equally to overt and 
to disguised unemployment. But unemployment conflicts with 
progress in more subtle and indirect ways. Unemployment in 
export industries can lead to a drain on foreign exchange, 
making impossible the importation of the capital equipment and 
raw materials needed for expansion. At worst, it may even 
make it impossible to import sufficient consumers’ goods to 
maintain a minimal standard of living. The human suffering 
that goes with a loss of income, or with uncertainty about main- 
tenance of income in the future, the loss of personal pride and 
dignity that accompany reliance on the charity of others for a 
meager livelihood, these make unemployment one of the most 
serious of social evils; consequently, social and political instability 
are the frequent outcome of prolonged mass unemployment. 
Economic progress does not take place rapidly in an atmosphere 
of sudden and violent change in government policies and social 
attitudes. Avoiding serious inflation, on the other hand, is neces- 
sary to direct private investment into the most effective chan- 
nels, and to prevent disequilibrium in the balance of payments, 
which could hamper economic development by making impos- 
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sible the import of necessary raw materials and equipment. 
Conversely, economic development itself, by raising levels of per 
capita income, makes the policies needed for stabilization pos- 
sible without serious sacrifices on the part of the population. 


How Much Capital is Required? 


Before we can tackle effectively the question as to where 
the money will come from, we must have some idea as to how 
much money is needed. The data necessary for an accurate 
estimate of capital requirements are not available. However, 
some estimates have been made, which indicate orders of 
magnitude. These estimates are all alike in one respect; they 
all indicate that capital requirements are far in excess of what 
most of these countries are currently collecting in taxes and 
providing in savings. 


All attempts to measure capital requirements for develop- 
ment of underdeveloped areas use the same basic method. First, 


an estimate is made of the rate of population growth. Next, a 
target is set, in terms of a desired rate of increase in per capita 
income. Finally, some figure for the “incremental capital output 
ratio” (ICOR) must be applied.® In essence, past experience 
is used to determine what increase in the stock of capital is 
needed to produce the desired increase in per capita income. 


It is with respect to “ICOR” that difficulties arise. Un- 
fortunately, there is no reliable information on the relationships 
between capital accumulation and increase in output for under- 
developed countries. Such data are available for only a dozen 
countries, and for periods ranging from ten to sixty years. Only 
three of these countries can be considered underdeveloped— 
Russia, Japan, and Mexico. Russia and Japan are both special 
cases, and the figures for Mexico cover only one decade, which 
is too short a period for the figures to be reliable. Even so, the 
range of “ICOR” for these countries is from 2.1 to 7.4. 


5 The ICOR is a ratio between capital input (investment) and the re- 
sulting increase in production. 
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Because of this and other complications, any estimate of 
capital requirements for underdeveloped areas is necessarily 
rough. The United Nations memorandum on Measures for the 
Economic Development of Underdeveloped Countries estimates 
capital requirements for und. developed areas, excluding Europe 
and Japan, and with a target increase in per capita income of 
2 per cent per year, at $19 billion per year, as of 1949. 
Aggregate savings for the area are estimated at $5.2 billion, 
leaving a gap to be filled in some way or another of $13.8 
billion. The authors recognize, of course, that development itself 
will increase domestic savings, by raising national incomes. 
However, even allowing for this factor, they conclude that 
annual deficits “well in excess of $10 billion” will exist.® 


This estimate has a number of unsatisfactory features, in 
addition to those arising from the general paucity of data re- 
ferred to above. First, the authors wrongly assume that the 
transfer of workers into non-agricultural employment will reduce 
agricultural income; actually, given the extent of disguised un- 
employment in most of these countries, it should be possible to 
increase industrial employment without actually reducing agri- 
cultural employment or output, especially in the light of overall 
population growth. Second, the authors estimate the capital 
requirements for each non-agricultural worker at $2,500, a figure 
based on experience in advanced countries. This figure seems 
too high for a target increase in per capita income of 2 per cent; 
capital investment of $2,500 per worker implies the use of the 
most modern techniques, and if the most modern techniques 
are used, output ought to rise at a rate above 2 per cent per 
year. Third, the calculations imply an “ICOR” of 7.5, which 
would be at the extreme upper end of the scale, and therefore 
unnecessarily high. Finally, the whole approach is too simple, 
since it ignores differences in “ICOR” from one sector of the 
economy to the other, and the consequent effect on capital re- 
quirements of the pattern of development. It might also be noted 
that the elimination of China reduces the deficit by about $4.7 


6 United Nations Doc. E/1986, 3 May 1951, p. 79. 
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billion. If “ICOR’s” of 4 or 5 are used and China is excluded, 
capital requirements (as of 1949) would lie between $9.4 billion 
and $11.8 billion. The excess over current savings would then 
be within the range of $4.7 to $7.1 billion. Finally, not only 
savings, but the ratio of savings to income, might rise as income 
grows." 


In some underdeveloped countries, especially those with 
balance-of-payments problems, achievement of a 2 per cent 
annual increase in per capita income would require a much 
greater percentage increase in net savings and investment. An 
estimate made recently at the Massachusetts Institute of ‘Tech- 
nology Center for International Studies of capital requirements 
in Indonesia reaches the following conclusion: in order to re- 
store per capita supply of all goods and services to the 1952 
level within one decade; to avoid further deficits in the balance 
of payments; to cut dependence on foreign food supply by 50 
per cent; and to maintain per capita consumption of food and 
other necessities throughout the decade; it will be necessary to 
raise net investment to about double the present level, while 
curtailing consumption of non-necessities (including government 
services) by 33 per cent at the beginning of the decade, and 
only gradually restoring it to the initial level. Clearly, require- 
ments to maintain per capita income, in face of population 
growth, without these temporary sacrifices, would be even 
greater; and increasing per capita income by 2 per cent per 
year, while avoiding balance-of-payments deficits, would require 
still more capital investment. 


Despite the roughness of all such estimates, the general 
conclusion is clear: the development of underdeveloped areas 
requires rates of net capital accumulation far above what is 
currently taking place in those countries. 


7For a further discussion, see pp. 329-330. 
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Raising Domestic Capital 


HE GENERAL CONCLUSION OF THE PRECEDING SECTION 

was that achieving the ambitions of underdeveloped 
countries with respect to raising their per capita income will 
require a substantial increase in net investment of a develop- 
mental sort—perhaps, for underdeveloped countries as a whole, 
an increase in the neighborhood of 100 per cent. Within nar- 
row limits, increased spending of an inflationary sort may have 
a favorable effect on output, but beyond these limits, inflationary 
finance is likely to inhibit rather than to stimulate economic 
development. In general, therefore, the problem of financing 
development of underdeveloped areas is “How can the neces- 
sary developmental investment be paid for without causing 
inflation?” 

Inflation consists of a rising general price level and occurs 
when the flow of money rises faster than the flow of goods. The 
flow of money is generated by spending, which may be broken 
down into four main categories: spending by private individuals 
or firms on home-produced consumers’ goods and services (con- 
sumption); domestic spending by private individuals or firms 
on home-produced capital goods (investment) ; domestic spend- 
ing by the government on home-produced goods and services 
(government expenditures); and spending by foreigners on 
home-produced goods and services (exports). The flow of goods 
and services is generated by home production and by imports. 
Thus preventing inflation requires that the increase in output 
plus imports equal the increase in consumption plus investment 
plus government expenditures plus exports. 


The whole purpose of the development plan is to raise pro- 
duction; but the increase in output will take place only after a 
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lag. Except for certain quick-return agricultural projects, spend- 
ing for development will substantially exceed the consequent 
increase in output for some time perhaps for some years. In the 
first phases of economic development, therefore, one cannot 
count too heavily on increases in output to offset increases in 
the money flow generated by developmental spending. 


Imports cannot exceed exports unless the country has for- 
eign exchange reserves, or unless foreign capital is forthcoming, 
either as loans or as grants. Few underdeveloped countries indeed 
have reserves sufficient to finance an import surplus for any 
length of time. Thus the use of an import surplus to offset the 
inflationary effects of developmental spending really boils down 
to financing economic development, to the extent of the import 
surplus, by foreign aid, which is discussed below. So far as 
domestic finance is concerned, the prevention of inflation re- 
quires that any increase in public or private spending for de- 
velopment purposes be offset by reduction of other types of 
spending, or by increased output. Other kinds of spending may 
be reduced by taxation, or by voluntary increases in personal 
or business savings. In short, raising domestic capital means 
raising tax revenues or stimulating savings. 


Special Features of Monetary and Fiscal Policy 


In a study such as this one, we cannot discuss all the aspects 
of monetary and fiscal policy which may have a bearing on the 
domestic financing of economic development. Such a discussion 
could fill several substantial books. Here we must try to select 
the salient features of monetary and fiscal policy in under- 
developed areas. What would these salient features be? 


Within the voluminous literature on public finance, perhaps 
the most germane studies are those concerned with war finance. 
The essential feature of the World War II financial problem was 
that the belligerent governments undertook or promoted ex- 
penditures for the achievement of an overall social objective 
(winning the war) on a scale which would inevitably create 
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an “inflationary gap.” This inflationary gap had to be filled 
in a manner that would not hamper the achievement of the 
overall objective. The analogy with financing development of 
underdeveloped areas is clear. The scale of the development task 
is such, that the increased spending for development purposes, 
undertaken by the government itself, or encouraged by the gov- 
ernment within the private sector of the economy, will be such 
as to create an inflationary gap. The problem of financing devel- 
opment of underdeveloped areas, like the problem of financing 
war in advanced countries, is to offset the inflationary effects of 
large-scale spending that must be carried out, to achieve a cer- 
tain objective, and to do so in such a way that progress toward 
this objective will not be impeded. The size of the development 
budget, public and private, is determined by the nature of the 
objective. Monetary and fiscal policy must be adapted to this 
objective—and not to any concept of “expediency.” 


A second special feature of monetary and fiscal policy for 
developing underdeveloped areas is that it must take account 
of the low level of per capita income. This basic factor imposes 
limitations, both on the volume of taxes that can be collected, 
and on the flow of savings that can be evoked. Moreover, a 
large proportion of this income is earned in agriculture, a fact 
which raises administrative problems with respect to the tax 
structure, and to the organization of savings and credit institu- 
tions. Even in advanced countries, the assessment of income is 
much more difficult in agricultural areas, where records are 
seldom complete, than it is in urban, industrialized areas. The 
administrative problems associated with a large rural popoula- 
tion are aggravated in underdeveloped countries by a low level 
of general education, widespread illiteracy, and the relatively 
small number of people with training and experience in public 
administration. A related special feature is the relatively high 
proportion of income that is earned in kind, rather than in 
money, which clearly calls for special monetary and fiscal devices. 


Finally, there are special sociological factors, some of which 
have been indicated above. With society organized into villages, 
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operating on a semi-communal basis, or into undivided families, 
the whole incentive system is different from what it is in coun- 
tries where the basic social unit is the immediate family. Re- 
actions to particular tax measures, or to particular savings incen- 
tives, may be affected by such differences in social organization. 


Another problem, to which many observers have drawn 
attention, is the “backward sloping supply curves” of labor and 
of risk-taking, which are present when “customary normal” 
incomes are established at relatively low levels, beyond which 
additional leisure, or additional liquidity and safety of assets, 
is preferred to additional income. A closely related phenomenon 
is what has been called a “high unit-profit” mentality—where 
entrepreneurs in underdeveloped areas often prefer a high mar- 
gin of profit on a small volume to a small margin of profit 
on a large volume. 


Finally, none of these countries can be divorced from its 
history, which affects attitudes toward particular institutions 
or policies. This factor is especially important in those under- 
developed countries which have recently emerged from colonial 
status, where policies or institutions associated with the former 
imperialist powers may be unacceptable, whatever their intrinsic 
merits. 


For all these reasons, the monetary and fiscal policies of 
underdeveloped areas must be “tailor-made” to meet the pecu- 
liar administrative, political, and social problems of these coun- 
tries. Canons of taxation which have become commonplace in 
advanced countries may be inapplicable in underdeveloped ones.® 


Which is better, taxes or savings? There is no simple or 
general answer to this question. Taxes which are paid at the 
expense of savings, rather than at the expense of current 
spending, are not anti-inflationary at all. On the other hand, 
it has been argued that taxes not only make people poorer, 


8 For a relevant discussion, see H. P. Wald and J. N. Froomkin (eds.), 
Papers and Proceedings of the Conference on Agricultural Taxation and 
Economic Development (Cambridge: Harvard University Press, 1954) . 
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but make people feel poorer, whereas an increase in savings, 
with the accompanying increase in liquid assets, makes people 
feel better off; consequently, the reduction in spending is likely 
to be greater if a certain sum is raised in taxes, than if it is 
raised in savings. Much depends also on what income bracket 
is most affected by an increase in savings or in tax collections. 
By and large, the upper income groups tend to be savers, and 
the lower income groups spenders. Thus the anti-inflationary 
effects of taxes or savings are likely to be greater if obtained 
from lower income groups, than if the same taxes or savings 
are obtained from the higher income groups. 


The Problem of Incentives 


However, offsetting the inflationary effects of development 
spending is not the only matter of concern in collecting taxes 
or encouraging savings. A government must also consider the 
effect of its monetary and fiscal policies on incentives, on the 
allocation of resources, and on the distribution of income. The 
collection of taxes may destroy the incentives which are the very 
mainsprings of economic growth. Taxes which fall on the wage 
earner may diminish the incentive to work harder and better; 
taxes which fall on profits of enterprise or on the higher income 
groups may undermine the incentive to save and to make in- 
vestments in new (and hence risky) enterprises. Taxes on output 
or income of farmers may reduce the incentive to improve agri- 
cultural techniques. Somehow the tax system must be devised 
so as to provide the necessary offset to the inflationary effects 
of development spending without destroying these incentives. 


An incentive problem may also arise with regard to saving. 
The provision of credit for private ventures associated with the 
development program—such as use of fertilizers or improved 
tools and the establishment of new industries—is the exact op- 
posite of saving and is in itself inflationary. Yet the provision 
of such credit may be one of the most effective incentives to 
these development projects, and failure to provide adequate 
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credit facilities may be a major barrier to expansion. The re- 
conciliation of the need to provide incentives and the need to 
prevent inflation is thus a problem of credit policy as well as 
of tax policy. 

The Question of Tax Capacity 


With these considerations in mind, let us now consider 
briefly the major question that arises with regard to tax finance 
of economic development: “How much can be collected in 
taxes? What is the ‘taxable capacity’ of underdeveloped coun- 
tries?” 

There is no simple answer to this question either. The 
question of taxable capacity cannot be divorced from the scale 
of government spending, the confidence of the people that the 
government is spending wisely, and the degree to which the 
whole fiscal process redistributes income from one group to an- 
other. If the peoples of the underdeveloped countries could have 
the same unity of purpose with respect to development as did 
the people of advanced countries with respect to the war effort 
during World War II, the ratio of tax collections to national 
income for the purpose of financing the development program 
could be high. Where such unity of purpose does not exist, and 
where the fiscal process of collecting and spending money re- 
distributes income from politically powerful groups to politically 
weak ones, the limit of taxable capacity is likely to be low.® 


Taxable capacity also depends on the skill with which the 
tax system is adapted to the institutional framework. For ex- 
ample, it has been suggested that the experience of mainland 
China, Taiwan, and Korea indicates that higher levels of agri- 
cultural taxation are possible if the taxes are collected in grain 
rather than in money. By collecting taxes in kind, the govern- 
ment performs marketing functions which increase the ability 
of producers to dispose of their surplus output, thereby increas- 
ing their taxable capacity. 

" 9 For a more complete discussion of this point, see Benjamin Higgins, 


“A Note on Taxation and Inflation,” Canadian Journal of Economics and 
Political Development, Vol. 19, No. 3 (August 1953), pp. 392-402. 
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The question of taxable capacity is not unrelated to the 
question of incentives. Current income may not be a satisfactory 
indication of taxable capacity, because the imposition of the 
tax may itself provide an incentive for increasing production 
and income. This situation is said to prevail in a number of 
Latin American countries, where big landlords allow potentially 
fertile land to go unused. It was considerations such as these that 
influenced a mission from the International Bank for Recon- 
struction and Development to recommend to the government of 
Colombia taxation on land in terms of potential rather than 
actual yield.” 


Stimulating Savings 


Taxes are never popular, and it is desirable to do every- 
thing possible to encourage people in. underdeveloped areas to 
save a larger share of their incomes—and of increases in their 
incomes—voluntarily. The literature on development of under- 
developed areas contains several suggestions for increasing the 
supply of domestic loan funds. These suggestions are, however, 


of unequal merit. 

In assessing such proposals, it is essential to distinguish 
between savings and credit; the former is anti-inflationary, the 
latter is inflationary. Credit may be necessary for expansion in 
some fields, especially small agriculture and small industry. But 
the expansion of credit is in itself inflationary. Moreover, few 
underdeveloped countries are lacking in credit institutions, and 
in some of them, there are already too many credit institutions. 
Consider Indonesia, for example. First there are the government- 
owned and operated credit institutions: the Bank Indonesia, 
the Bank Industri Negara, the Bank Negara, the Bank Umum 
Nasional, the Bank Rakjat Indonesia, the Housing Development 
Corporation, the desa (village) banks, the post office savings 
system, the government pawn shops, and the credit activities of 
various ministries. In addition, there are private banks: the 
large foreign commercial banks and the many small Indonesian 


10 Wald and Froomkin, op. cit., p. 17. 





commercial banks. The execution of an integrated monetary 
policy is almost impossible with such a plethora of institutions. 
What Indonesia needs in the credit field is a reduction in num- 
bers; coordination of credit operations into one system, under 
the control of the Central Bank; and a better direction of avail- 
able credit so as to contribute the maximum to development. 


It is sometimes argued that new financial institutions are 
needed to channel savings more effectively. Savings should be 
directed toward lending institutions, it is contended, so that 
they provide the basis for effective extension of credit, rather 
than being held as cash hoards or invested in jewels, gold, and 
the like. This argument rests on a misunderstanding. The act 
of saving is essentially an act of restraint from current con- 
sumption; holding cash or buying jewelry (if it is already in 
the country) is as much saving as putting money into a bank. 
If the authorities can be assured that money withdrawn from 
circulation into cash hoards will remain in hoards, they can 
extend credit for development projects to an equal amount, 
without inflationary effects; the net result will be exactly the 
same as if the money had been brought into the bank for de- 
posit in the first place. True, money in hoards may be “hot,” 
in the sense that it may suddenly be spent, requiring credit 
contraction if inflation is to be avoided. But the same situation 
would arise from any increase in velocity of circulation of 
existing deposits and notes in circulation; all money in existence 
is in a sense “hoarded,” whenever it is not actually being spent. 
At most, the control of the authorities over the money supply 
is slightly greater if savings are channelled into credit institutions, 
rather than being held in cash hoards, jewelry, or the like. 


There is, of course, some difference in the effects of hoard- 
ing, depending on the form it takes. Hoarding of currency, or 
holding unused bank balances, is clearly deflationary. If hoard- 
ing takes the form of buying jewelry or precious metals already 
in the country, the effect is to raise the price of these com- 
modities while reducing inflationary pressure on other prices, 
permitting an increase in development spending without any 
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rise in the general price level. Indeed, it is not even certain 
that the prices of jewelry will rise. In some countries, such as 
Libya, there are dealers in the silver bracelets commonly used 
to store wealth, who are essentially bankers performing a species 
of “counterspeculation” function. They buy and sell, by weight, 
within narrow margins. They “hoard” when the market is “dis- 


hoarding,” and vice versa. 


If hoarding takes the form of importing jewelry or precious 
metals, the effect is wholly anti-inflationary; but such hoarding 
is less anti-inflationary than use of equivalent amounts of foreign 
exchange for imports of consumers’ goods to be sold in local 
markets. From the standpoint of economic development, it is 
obvious that a much greater contribution would be made by 
using the foreign exchange to finance needed raw materials 


and equipment. 


If hoarding takes the form of buying land, with a con- 
sequent rise in land values, there may be inflationary reper- 
cussions on prices of agricultural products. However, since de- 
mand for final products is reduced by the process of bidding 
up land prices, the net effect is still likely to be deflationary, 
unless the land is actually withdrawn from use. 


Hoarding in the form of holding livestock rather than 
slaughtering, a practice common in arid zones in good rainfall 
years, is clearly inflationary. Such practices might be regarded 
as “investment in inventories,” rather than hoarding, but they 
perform much the same function as accumulation of liquid 
assets in advanced countries. 


Thus it is not apparent that channeling savings into 
financial institutions adds significantly to the amount of develop- 
ment that can be undertaken without inflation. Perhaps use of 
savings institutions will develop the savings habit and so raise 
the ratio of savings to income; but this result is not certain. 
Nor is it clear that monetization of the economy will increase 
productivity. There is no obvious and significant difference be- 
tween the motivation to work arid to save between peasants 
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living in a partly non-monetary economy, and those of workers 
on plantations receiving most of their income in a money wage. 
It is hard to discern any sharp differences between peasants and 
government employees, whose entire income is in money. Mone- 
tization will follow an increase in productivity, but there is no 
assurance that an increase in productivity will follow monetiza- 
tion. Indeed, a monetization may lead to increased hoarding of 
goods. In Indonesia, a temporary reduction of the money supply 
during 1953, which was felt with particular intensity in rural 
areas, was very successful in forcing dishoarding of goods. 


Sometimes the case is made for new financial institutions in 
terms of the high interest rates that now prevail. Interest rates 
in some underdeveloped countries, especially for certain cate- 
gories of agricultural loans, are no doubt extremely high. How- 
ever, these interest rates are not always a reflection of insufficient 
monetization of the rural sector, or even of a lack of credit 
facilities. Sometimes high interest rates charged by money 
lenders exist side by side with low interest rates from govern- 
ment credit institutions in the same locality. The peasant often 
prefers to borrow at high rates from a moneylender, rather than 
meet the formal requirements of a government lending agency. 
The high interest rates may reflect accurately the risk of the 
loan. Moreover, there is a question whether the lower interest 
rates which can be provided by the government agency repre- 
sents a real increase in the supply of investible funds, or mere 
monetary expansion. If it is the latter, the gains through such 
“monetization” will be small indeed. 


Proliferation of savings and credit institutions, then, is no 
substitute for a genuine increase in savings. This is not to say 
that new and specialized institutions, such as agricultural banks 
or housing agencies, may not play a useful role in economic 
development under certain conditions. Sometimes existing finan- 
cial organizations do a poor job of allocating credit, because 
of the prejudices and limited experience of their personnel. 
Managers of large commercial banks may underestimate the 
productivity of small loans to agriculture, or may exaggerate 
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the risk attached. In these circumstances, specialized institutions 
to finance agriculture, with personnel experienced in and sym- 
pathetic to this field of endeavor, may be needed to make sure 
that small farmers get their proper share of total available 
capital funds. Such organizations can also do a useful job of 
training, linking extension work to loans. 


Finally, in such fields as housing and small business, special- 
ized institutions can often operate more flexibly than the more 
hidebound existing agencies. For example, a case can sometimes 
be made for giving loans in kind—that is, for a policy of de- 
liberate de-monetization of the rural sector. Arab members of 
the United Nations Working Party on Fiscal Policy in Libya 
were quite insistent that agricultural credit should be given in 
kind; if it were given in money, they contended, the farmers 
would merely buy themselves additional wives. 


Government Borrowing 


The effects of government borrowing on the spending 
stream depend on where and how government loans are raised. 
Borrowing directly or indirectly from the central bank is highly 
inflationary, especially if commercial banks hold legal reserves 
in notes or deposits of the central bank; it then increases the 
flow of money directly and permits credit expansion by the 
banks. Borrowing directly or indirectly from the commercial 
banks is very little better. Selling securities to the general public 
is more likely to have neutralizing effects on expenditure of 
the funds; if the securities are bought with income that would 
otherwise be spent, whether on consumers’ goods or on capital 
goods, the government borrowing is thoroughly anti-inflationary. 
If, on the other hand, the offer by the government of safe, 
liquid securities yielding an attractive return merely diverts 
savings from other liquid assets, such as currency or savings 
accounts, government borrowing has little anti-inflationary ef- 
fect. Generally speaking, the further down the income scale the 
government succeeds in placing securities, the more likely it is 
that the purchase of their securities will displace spending, rather 
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than other forms of saving, and the more anti-inflationary the 
borrowing is likely to be. 


It has been suggested that governments of underdeveloped 
countries should attach special features to their obligations, to 
make them attractive to potential savers. Maturities and interest 
rates should be patterned as much as possible to fit current 
savings habits. Government securities should be easily liquidated, 
perhaps by providing a ready market in the central bank. Issues 
might be constantly available “on tap” in the central bank and 
its branches, and always saleable to the bank at pre-announced 
prices. In order to provide an inducement to keep securities 
rather than cashing them, interest rates might be made to rise 
as the obligation reaches maturity. Where legal or religious bans 
on “usury” are a deterrent to purchase of interest-bearing 
securities (not a problem in most countries) the securities might 
bear no stipulated interest, but might increase in value as they 
approach maturity. Some countries have found it useful to 
introduce lottery features in connection with their public obliga- 
tions. 

Other “tailor-made” features of government securities may 
be more effective. There is still a shortage of credit (as distinct 
from credit facilities) in most rural areas, while at the same 
time some of the more prosperous traders and farmers have 
occasional surpluses of cash. Perhaps they could be persuaded 
to buy securities if they were assured that they would always 
be accepted as collateral for loans from an agricultural or small 
business loan bank. Of course, this system would bring a net 
increase in savings only to the extent that the securities were 
not used as a basis for borrowing. Another feature that might 
be attractive is tax payment privileges; that is, a guarantee that 
the securities would always be acceptable at face value for 
payment of taxes. This guarantee would be a partial assurance 
against the risk of depreciation of the internal value of the 
securities through inflation. 


Some writers have suggested that tax exemptions be granted 
to investors in bonds; but this feature is useful only if it en- 
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courages the growth of savings habits, so that later on savings 
will continue even if the tax exemption feature is dropped. 
Paying taxes is at least as effective as saving in preventing in- 
flation from arising out of development spending—perhaps more 
so, since, as pointed out above, the man who has accumulated 
savings may feel justified in spending a larger share of current 
income. Perhaps the feature that would be most attractive of 
all, especially to foreigners, would be a guarantee that principal 
and interest would be maintained at face value in gold or dollars. 
This guarantee would be a safeguard against devaluation of 
the currency, fear of which is a major deterrent to investment 
in some government securities. 
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Raising Capital Abroad 


re 


EW UNDERDEVELOPED COUNTRIES CAN HOPE TO PRODUCE 
in the near future all the raw materials and equipment 
needed for economic development. Heavy equipment such as 
turbines, railway locomotives and cars, diesel motors, steam 
shovels, and the like must obviously be imported. Even the more 
modest projects of the kind outlined in the previous section will 
need some imported materials; it will be some time before 
Indonesia can hope to be self-sufficient in fertilizer, cement, 
and agricultural tools. Even a development program concen- 
trating in its first phase on agricultural improvement will impose 
additional burdens on the supplies of foreign exchange. A sub- 
stantial proportion of government capital budget expenditures 
is made in foreign exchange. In addition to these outlays, 
developmental investment by private enterprise also entails 
allocation of foreign exchange for materials and equipment. 
Moreover, as indicated above, the scale of development invest- 
ment in most underdeveloped countries in recent years has been 
too low to promote vigorous economic growth. It is doubtful 
whether they can raise the additional capital resources they need 
without foreign aid. Even if they could, as total outlays for 
development are increased, foreign exchange needs will rise. 
The foreign exchange needed for development could be 
obtained in any of four ways: by restricting imports of other 
goods and services; by increasing exports; by borrowing abroad; 
or by repudiating foreign obligations and expropriating foreign 
enterprises. 
Foreign exchange problems are no rarity for underdeveloped 
countries. Restrictions on luxury imports are already common. 
In most underdeveloped countries, finding the foreign exchange 
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for an ambitious development program by cutting other imports 
would require inroads into the semi-necessity category, with ac- 
companying sacrifices by the masses of the people. Moreover, 
reducing imports, in and of itself, is inflationary; it reduces the 
flow of goods and releases cash for spending in other ways, 
An austere import policy is a necessity for many underdeveloped 
countries, but is no panacea for financing their development. 


There can of course be no argument against a policy to 
increase exports. However, four observations might be made. 
First, the volume of exports is not something entirely under the 
control of government policy; it depends very much on world 
market conditions, on which individual underdeveloped coun- 
tries may have little influence. Increasing the total value of 
exports is virtually impossible in a period when world market 
prices of major exports are falling. Second, measures to increase 
typical exports are for the most part likely to operate rather 
slowly; it is a matter of improving techniques and strains, labor 
and managerial methods, and the like, so as to increase pro- 
ductivity per hectare and per manhour and to reduce costs. 
Increasing exports in this fashion is one of the major results 
to be expected from carrying out a development plan; it is 
another thing altogether to launch a development program by 
an initial increase in exports. Third, an export surplus, no less 
than a cut in imports, involves sacrifices; an export surplus 
means sending more abroad than one gets in return—using 
labor and resources to provide goods and services to foreigners. 
If the surplus is used to finance imports of capital goods, it 
will assist development, but it will not alleviate the immediate 
sacrifice of consumers’ goods entailed. Using an export surplus 
of other items to finance imports of capital goods means reducing 
current consumption below possible levels in order to raise pro- 
ductivity and so have more to consume later; it is another form 
of saving. Finally, an export surplus is in itself inflationary; it 
reduces the supply of goods and increases the supply of money. 

Borrowing abroad avoids the need for sacrificing current 
consumption. From this point of view, it is an attractive method. 


woes 307 =o 








However, it involves two features that some would consider 
disadvantages. Eventually, loans must be repaid, and mean- 
while interest must be paid. The obligations assumed by bor- 
rowing abroad mean sharing the fruits of economic progress 
with foreigners. Second, very few foreign investors, whether 
governmental, private, or international organizations, will make 
money available for investment without exercising some influence 
over the choice of projects and over their management. 


The latter observation applies particularly to foreign capital 
from private sources. Foreign private investors will not only 
wish to examine projects carefully, but will wish to have in the 
country their own managerial and technical personnel, at least 
in the early stages before local personnel can be trained. 


Loans or Grants? 


We have seen that, in rough and general terms, the financ- 
ing of development of underdeveloped areas requires approxi- 
mately a doubling of the resources now available for net in- 
vestment in those countries. Speaking still more roughly, it would 
appear that about half of the needed increase in resources might 
be provided by a unified effort among the people of those 
countries themselves. The remaining 50 per cent, then, must 
be obtained from abroad, either as loans or as grants. 


““Budget-minded” leaders in the advanced countries, par- 
ticularly in the United States, tend to prefer loans to grants, 
feeling that no net loss of revenues over the long-run is then 
involved. Against this view, others cite the unfortunate experi- 
ence with reparations loans after World War I, when the recipi- 
ents of the “reconstruction loans,” particularly Germany, were 
more heavily indebted at the time of the Hoover moratorium in 
1931 than they were at the time of the peace settlement. Critics 
of the loan approach also point to the friction and destruction of 
confidence which accompany default. They prefer the less com- 
plicated approach of outright grants. Similarly, people in under- 
developed areas who wish to retain a sense of independence, 
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and are concerned with national pride, may prefer loans to 
gifts. Others, concerned with the burden of servicing loans, point 
to the poverty of their countries as a barrier to the undertaking 
of foreign obligations and stress the need for outright grants. 


The unhappy experience with reparation loans should not 
be regarded as an indication of the probable fate of loans to 
the now underdeveloped countries. The weakness of American 
, lending between the wars was that it was unstable and was 
combined with fluctuations both in American national income 
and in American trade policy. If there is a steady and increasing 
flow of loans from the advanced countries to the underdeveloped 
ones, comparable to lending by the United Kingdom during 
the nineteenth century, no problems of repayment arise; in 
effect, the servicing of old debts is financed by new loans. If 
this process continues until underdeveloped countries have raised 
their outputs sufficiently to permit net repayment, loans need be 
little less burdensome than grants. However, if the loans are 
to be repaid, the advanced countries must follow a liberal policy 
with respect to imports and must maintain full employment 
at home to avoid any collapse of national income that would 
greatly reduce imports, and so make impossible the servicing 
of loans. | 

In any case, the question of “loans or grants” is not really 
an “either-or” proposition. There is no reason why a foreign 
aid policy should not include a judicious mixture of both. 


Foreign Aid and Foreign Exchange Requirements 


In capital assistance programs in the past, there has been 
some tendency to match foreign aid against the foreign ex- 
change requirements of a development project or program. 
There is no clear rationale for this approach. Any underdevel- 
oped country needs foreign exchange, not only for its develop- 
ment program, but for the raw materials and equipment needed 
to maintain production in existing enterprises, and to provide 
certain necessary consumers’ goods. It makes little difference 
which of these carries a “foreign aid” label. 
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It might be contended that the purpose of foreign aid is 
to provide the additional exchange needed to undertake addi- 
tional development projects. However, the problem is not so 
simple as all that; the launching of a development program, 
even if financed by foreign aid, will require local currency ex- 
penditures as well, which will tend to raise national income 
and thus to increase the demand for imported consumers’ goods. 
If inflation is to be avoided, the government must find ways of 
financing its /ocal currency expenditures that will prevent any 
rise in money income before the development projects begin to 
bear fruit or offset the rise in money income with increased 
imports. But if a maximum effort is already being made with 
respect to domestic finance, such non-inflationary counterpart 
financing of foreign aid projects will be impossible. 

In other words, the problem confronting underdeveloped 
countries is the gap between their own capacity for financing 
development and their capital requirements. It is this gap which 
must be filled by foreign loans or grants; and this gap may be 
greater or less than the foreign exchange component of the de- 
velopment program. 


In this connection, questions arise with respect to counter- 
part requirements. The traditional approach to capital assistance 
has required a matching of assistance provided in foreign ex- 
change by advanced countries by a local currency contribution 
from the governments of underdeveloped areas. There may have 
been a certain unconscious wisdom in this approach, taking 
underdeveloped countries as a whole; as indicated above, a 
wholehearted effort on the part of the underdeveloped countries 
might enable them to raise domestically half the necessary in- 
crease in financial resources. However, there are great differences 
among underdeveloped countries in their capacity to match capi- 
tal assistance by local currency contributions. A country like 
Ethiopia, which is currently accumulating reserves because of 
a favorable export position, is clearly in a different situation 
from a country like Indonesia, which has recently been losing 
foreign exchange reserves at a phenomenal rate and has budget- 
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ary difficulties as well. Some counterpart requirement may be 
desirable as a general provision, in order to give underdeveloped 
countries a sense of participation. But this requirement should 
be flexible and determined in the light of the country’s overall 
economic situation and in relation to its program as a whole. 


Another question which is sometimes raised with regard to 
counterpart is whether or not the projects for use of counterpart 
funds should be “additional” to those carried out by the original 
foreign assistance. This question, too, is really a meaningless 
one. If a country has a well-constructed development plan, re- 
quiring outlays in foreign exchange and in domestic currency, 
it matters very little which specific projects are assigned to thé 
initial capital assistance program, and which to counterpart. 
For example, if a development program includes a hospital and 
a school, each costing $10 million, half in foreign exchange and 
half in local currency, the country’s financial position, and the 
pace of its economic development, is precisely the same whether 
foreign aid takes the form of $10 million for the school, with- 
out counterpart requirements, and the country raises both the 
foreign exchange and the local currency for the hospital; or 
whether the capital assistance provides $5 million each for school 
and hospital, and the balance is financed out of something called 
“counterpart.” Nor does it matter if regulations prevent the 
application of counterpart to the same projects as those for 
which capital assistance is provided; if in the development plan. 
there are other projects costing $10 million in local currencies, 
these projects can be presented for the counterpart program. 


There would, be much to be said, therefore, for, having no 
specific counterpart requirement. Instead, countries providing 
capital assistance to underdeveloped areas might require that 
the aid be given in support of a well-worked-out development 
plan, with broad assurance that the country itself is making 
every effort to raise domestic financial resources. If counterpart 
requirements are necessary to “sell” foreign aid programs to the 
legislatures of advanced countries, the requirements as to the 
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amount of counterpart and as to its use should be as flexible 


as possible. 
Public Capital Assistance or Private Investment? 


Can the additional capital needed by underdeveloped areas 
be better obtained from foreign private investors, from foreign 
governments, or from international agencies? This question, too, 
is not an “either-or” proposition. There is no reason why under- 
developed countries should not obtain part of their additional 
requirements in each form. Certain development projects can 
be more easily organized, and more efficiently managed, if 
carried out on a private enterprise basis. Other development 
projects, important to the country, and perhaps producing “ex- 
ternal economies,” or other benefits not easily sold in the 
market, may be better handled through government channels. 
Sometimes top managerial and technical personnel feel happier 
if working for a private enterprise, in other cases the reverse 
is true. The question must be decided on an ad hoc basis for 
each project in each development plan. 


One thing, however, is clear: underdeveloped countries will 
not find it easy to attract large amounts of foreign private capital 
at this stage of their development. Even if every reasonable 
effort is made to encourage foreign investment in underdevel- 
oped areas, the flow of private capital in itself is not likely to 
fill the gap between capital requirements and domestic financial 
resources, current or potential. 


A good many people in underdeveloped countries still be- 
lieve that there is a huge flood of foreign capital waiting to 
inundate their country if the gates are opened. Nothing could 
be further from the truth. There is currently a world shortage 
of capital. Even such high standard-of-living countries as Canada 
and Australia still find it necessary to borrow abroad to finance 
their economic development. The most highly developed country 
of all, the United States, offers investors a safe 4 to 6 per cent 
on the highest grade industrial securities. Far from being a 
matter of “permitting” foreign capital to come in under re- 
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strictive conditions, it is a matter of competing for capital against 
other countries, including highly developed ones. 


In countries recently emerged from colonial status, the 
general public must learn the difference between “colonialism” 
and foreign investment. Foreign investment in a sovereign coun- 
try, with its own company law, tax law, monetary legislation, 
foreign exchange control, etc. is a totally different thing from 
investment in colonies by citizens of a colonial power. Certainly, 
big business tends to exert an influence on government policy 
in any country where it exists; but this fact is no less true when 
the big business is owned by nationals than when it is owned 
by foreigners, and the foreigners are often easier to handle, just 
because they are foreigners with less influence on the electorate. 


CONCLUSIONS 


The problem of financing economic development obviously 
varies considerably from one country to another. However, our 
analysis suggests a general picture, the main features of which 
are clear enough. The launching of a process of cumulative 
economic growth in the now underdeveloped countries requires 
an expansion of the rate of capital accumulation in those coun- 
tries to something on the order of three times the present level. 
A development program of this order of magnitude might not 
raise per capita income by much more than 1 per cent per 
annum in the early years; but any rate of growth is an enormous 
improvement over stagnation or decline, and once the process 
is started, there is good reason to hope that it will accelerate. 


The underdeveloped countries themselves should be able 
to provide about half of the needed increase in net investment. 
In many countries, the additional finance required for this in- 
vestment can be obtained without significant increases in rates 
of tax by the central government. More rigorous enforcement 
of taxes already on the books could contribute substantially. 
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Where possible, new taxes should take an “incentive” form; 
that is, they should not increase with increases in output or 
income, although they may be progressive in terms of current 
wealth or income. The government’s borrowing capacity might 
also be increased by linking new issues with the development 
program, and by the use of special features, such as ready con- 
vertibility to cash, acceptance at par for tax payments, gold 
clauses, and the like, designed to make them more attractive 
to local investors. While proliferation of credit institutions does 
not add directly to the funds available for real investment, it 
may improve the allocation of loan funds and inculcate savings 
habits. As indigenous groups of managers and entrepreneurs 
grow up, a larger share of profits of local enterprises is likely 
to be saved, and a larger proportion of these savings will be 
channelled into productive investment. 


Taking underdeveloped countries as a group, however, it 
is unlikely that any feasible effort on their part would provide 
all the additional investment required. The success or failure 
of the efforts of underdeveloped countries on their own behalf 
depends on the extent to which they are supplemented by 
assistance from the industrially advanced countries. Unless the 
advanced countries as well as the underdeveloped ones rise to 
the challenge presented by the deep and deepening impoverish- 
ment of the hundreds of millions of people in Asia, the Middle 
East, Africa, and Latin America, the outlook for peaceful pros- 
perity anywhere in the world is grim. 
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International Public Financing 


by Wilfred Malenbaum 


HE RATE OF ECONOMIC GROWTH NEEDS TO BE INCREASED 

in most underdeveloped areas of the world. Even during 
the recent postwar years, the spread between the average income 
in the poor and in the more developed countries has broadened. 
In many countries national output scarcely keeps abreast of 
the growing population. Per capita incomes permit the barest 
minimum of subsistence; they give little scope for the improve- 
ments in health and training necessary if the effectiveness of 
the individual citizen is to grow. Low incomes usually mean 
low rates of savings. Accelerating the pace of growth may 
therefore require a greater net inflow of resources from the 
more developed parts of the world. 


However low current levels of investment in the under- 
developed areas, they already contain a foreign component. 
Mostly this is provided from the loan operations of the Inter- 
national Bank for Reconstruction and Development and the 
United States Export-Import Bank. In recent years, these two 
institutions have authorized for underdeveloped areas new credits 
aggregating some $400 to $500 million per year. Economic 
development grant programs by the United States, by various 
Commonwealth nations in the Colombo Plan, and by other 
developed countries have been making available $350 to $450 
million in each of the last few years. European countries pro- 
vide development assistance to their colonies. There has also 
been a relatively small flow of private funds, primarily in the 
form of direct investment. 
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These amounts appear low when set against familiar esti- 
mates of need—measured by the difference between some de- 
sirable rate of investment and the investment possible with 
domestic savings. The different sources available for inter- 
national public investment and their different approaches to 
development financing raise questions as to whether even the 
present flows of funds are making as effective a contribution 
as possible toward more rapid rates of growth. On the other 
hand, resources available in the two Banks would have per- 
mitted a higher rate of lending to underdeveloped areas. It is 
argued that there was a shortage of demand for the funds rather 
than of supply. There is also some evidence that the inter- 
national funds actually made available from public sources are 
utilized at a relatively slow rate in the underdeveloped areas. 
While such a course of events might be justified in the light 
of various circumstances, it no doubt contributes to the belief 
in some quarters that current bottlenecks to accelerated eco- 
nomic growth are more attributable to inadequate know-how, 
leadership, entrepreneurship, etc., in the poorer lands, than to 
the shortage of resources for investment. To document the need 
in any country for additional financial assistance from public 
authorities abroad, there is needed, first, a realistic estimate of 
the country’s investment targets and of the domestic resources 
available for meeting them; and second, some experience in 
attempting to implement this program. Despite the six or seven 
years that have passed since economic development has become 
a major agenda item in all international councils, only a few 
underdeveloped countries have embarked upon such an effort. 


These are disquieting inconsistencies. They cast doubt on 
the proposition that it is the supply and form of public financing 
from abroad that are impeding the rate of economic progress 
in underdeveloped areas. However suggestive it may be, the 
documentation on this proposition is far from adequate. More 
is needed. 


However, no additional research is required to establish that 
the rates of economic growth in the poorer lands have not been 
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increasing significantly. If the United Nations and the wealthier 
countries of the world wish to help in altering this situation, 
some new international facilities would seem to be necessary. 
There must be an agency whose mission is to accelerate economic 
growth in any country which is prepared to work with it. To 
this agency, economic stagnation anywhere must represent the 
challenge that famine does to the Food and Agriculture Organ- 
ization, or epidemics to the World Health Organization. Coun- 
tries must be able to expect from such an agency assistance in 
removing the deterrents to more rapid growth, whether this 
involves action primarily in the domestic sphere or in other 
countries and international institutions. The agency should be 
in a position to make recommendations by which provision of 
international assistance is conditioned specifically upon the im- 
plementation of essential domestic measures. If necessary, it 
should be able to call upon resources in addition to those cur- 
rently available. These resources should be available under 
conditions flexible enough to meet specific requirements in in- 
dividual countries. 


The position of the United States government is of course 
critical to the creation of any new international machinery. 
There has been little enthusiasm for proposals along the lines 
of the Special United Nations Fund for Economic Development 
(SUNFED). The United States long delayed its support for 
the International Finance Corporation (IFC). There has always 
been a fear of resource commitment which appears (and which 
is documented as appearing) almost limitless. There is reason 
to believe that actual needs will not, be large by any past stand- 
ards of United States foreign assistance. Given the impressive 
record of the United States in assisting other nations during 
the postwar period, it is reasonable to expect increasing support 
for a foreign development policy which seeks to help countries 
which are trying both to achieve economic progress and to 
maintain respect for the freedom and dignity of their citizens. 














The Supply of Public Funds 


HE MAJOR SOURCES FOR PUBLIC INTERNATIONAL FINANC- 

ing in underdeveloped countries in the postwar period 
have been the International Bank and the United States govern- 
ment, the latter through the operations both of the Export- 
Import Bank and of the Foreign Operations Administration. 
In addition, certain Commonwealth countries, notably Canada, 
Australia, and New Zealand, have provided capital assistance 
to some Asian countries under the Colombo Plan." In all three 
cases, the record shows an upward movement either in new 
funds authorized or in actual disbursements to the under- 


developed areas. 


The International Bank for Reconstruction and Development 


Through fiscal 1954, the IBRD had made loans aggregating 
$1,874 million. If one excludes from this total the reconstruction 
loans made to four European countries in 1947, development 
loans to underdeveloped areas’* comprised about 80 per cent 
of all other Bank lending. Loan commitments to these areas 
were $202 million during 1951-1952; they were $125 million 
and $245 million in the last two years respectively. Over this 
period they constituted an increasing ratio of all Bank lending. 


11 Account is not taken in the following of the large volume of develop- 
ment financing, both public and private, from European countries. While 
the bulk of this flows to their dependent overseas territories, there is a 
considerable additional net inflow of funds to other underdeveloped areas. 
Thus, the United Kingdom made a $28 million loan to Pakistan in 1953; 
Ceylon floated a $14 million loan in the London market in 1954, etc. 

12 That is, to countries of Asia and the Middle East, Africa, and Latin 
America. Also included are the loans for Southern Italy, Turkey, and 


Yugoslavia. 
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There can be little doubt therefore but that the Bank is primarily 
concerned with needs of the underdeveloped areas. 


Most of the loans were made for specific projects, and 
these were largely in the basic public utilities sector—power, 
highways, and railroads—or in agriculture. They thus provided 
capital plant in sectors where expansion must generally take 
place early in the growth process. Moreover, while Bank lending 
is preceded by an appraisal of the borrowing country’s economic 
prospects and its probable capacity for repayment and debt 
servicing, the important factor is the expectation for the economy 
as a whole, partly as a result of the new facilities. ““No-yielding, 
low-yielding, or slow-yielding” projects are not excluded; their 
vital contribution is made through higher productivity in other 
parts of the economy. Finally, through the use of capital sub- 
scriptions in non-dollar currencies, and through borrowings 
outside the United States, it has become increasingly possible 
for the Bank to extend credits in a number of currencies other 
than dollars. In 1953-1954, for example, 27 per cent of all the 
Bank’s disbursements on loans were repayable in such currencies. 
While this may not be a gain for the country in which equip- 
ment for the project is purchased, there may be great benefit 
to the borrowing country, since loan repayment will be less 
dependent upon its future ability to earn dollars, as against 
other currencies. 

It is of course true that the Bank cannot lend to private 
enterprise without a government guarantee. Increasingly, the 
Bank has used new lending techniques which can mitigate this 
difficulty in some measure; establishment of the International 
Finance Corporation will also help in this regard. On all these 
counts, therefore, IBRD lending would seem to be well adapted 
to the needs of developing countries. 

There are two major points, however, on which Bank opera- 
tions are held to be inconsistent with the needs of the poorer 
countries seeking development. The first stems from the fact 
that the IBRD is a bank; it expects to be repaid, usually within 
twenty-five years — with interest. The second arises from the 
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Bank’s general policy to lend only for direct foreign exchange 
costs of the projects being financed. While there has been some 
exception made here, this policy usually means loans which are 
confined to capital goods from abroad and actually used in the 
project. Are these serious limitations from the point of view 
of the borrower? The Bank’s policy of financing only direct 
foreign costs becomes a limitation when domestic savings are 
not sufficient to meet the remaining costs of the project, i.e. 
when such savings simply do not occur in sufficient volume, 
or when they are fully committed to other investment activity. 
This policy may also be a limitation if domestic income cannot 
be converted into the foreign exchange necessary for any in- 
creased import demand generated indirectly as a result of the 
building of the new project. With respect to the need for re- 
payment, the point has already been made that this is a charge 
upon growth in the economy as a whole; it does not prevent 
the financing of non-self-liquidating projects. In general, one 
might argue that the difficulties of such repayment will be 
smaller, the larger the country’s development program. Building 
only a road may contribute little to the growth of income; it 
needs to be accompanied by investment in industry and agri- 
culture. On the other hand, some development programs may 
involve a relatively large investment in education, health, and 
social services, as compared with projects which are more im- 
mediately productive. In such programs some of the economic 
gains from the investment may be long delayed. Here, at least 
some part of the foreign financing may need to be provided 
on a basis where repayment is not required, or is long delayed, 
or where interest is paid at a minimal rate, if at all.’* 


It may be concluded, therefore, that these two aspects of 
the Bank’s operations would constitute serious limitations to the 
borrowing countries, if banks were their only source of foreign 


18 The IBRD’s “supplemental reserve against losses on loans and guaran- 
tees made” totalled almost $97 million on 1 July 1954. If reserves were now 
held to be at an adequate level, this might provide some possibility for 
lowering interest rates, or for expanding services to borrowers or prospective 


borrowers. 
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assistance and if they were engaged in an overall development 
effort in which full use was being made of domestic savings. 
Today, there are few countries to which both these conditions 
apply. Nor can it be argued that the Bank’s lending resources 
are too small to permit an appreciable increase in the rate of 
its operations in the underdeveloped countries. On the basis of 
its past record in borrowing, the Bank should be able to con- 
tinue to obtain funds to meet increased requirements for lending 
in these countries. 


The United States Export-Import Bank 


As of 30 June 1954, this organization had some $4,200 
million in active credits. Although about half of these were 
authorized on behalf of the more developed countries of Europe, 
most of the Bank’s operations in recent years were directed 
toward underdeveloped areas. New credits averaged about $400 
million in the fiscal years 1950 and 1951."* They increased to 
$551 million in 1952 and again to $571 million in fiscal 1953. 
In the last three years, about 65 per cent of all loans went to 
the poorer countries of the world, and primarily to help finance 
the same kind of basic facilities as did the funds of the IBRD, 
frequently in the same countries. For these projects, the Export- 
Import Bank also financed direct foreign costs almost exclusively, 
and usually with the added condition that the goods be pur- 
chased from United States suppliers. 


Like the International Bank, this institution attempted to 
fit its lending for specific projects into the total development 
activities of the borrowing country. Indeed, practically all the 
considerations raised above on the adequacy of IBRD lending 
in meeting the development problems of the poorer countries 
are pertinent also to this Bank’s development lending. It can 
make loans to private enterprise abroad without a government 
guarantee but has made few such loans. While interest rates 


14 Figures refer only to loans made with the funds of the Bank. Increas- 
ingly, the Export-Import Bank has served as agent for credit and guarantee 
transactions of other United States agencies, notably the Foreign Operations 
Administration and the Office of Defense Mobilization. 
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have tended to be somewhat lower, loans are none the less made 
in the expectation of being repaid and serviced.” It is also true, 
however, that the Export-Import Bank serves as an instrument 
of United States foreign economic policy. One can expect to 
find shifts in the purposes and forms of the Bank’s lending. 
Thus, during 1953-1954 less emphasis seemed to have been 
placed by the Bank upon development objectives as such. New 
loans totalled only $173 million in the last six months of 1953 
and fell to $77 million for the first half of 1954. Less than half 
of all these went to underdeveloped areas. Even for these latter, 
the objectives were more nearly those for which the Bank was 
originally established in 1934—to expand United States exports. 
Such lending may of course serve the development needs of 
other countries but it is not primarily directed to that end. 


One other aspect of Export-Import Bank operations de- 
serves particular comment. After more than twenty years of 
lending activity, loan repayments are at a high level. With the 
loans now outstanding, such repayments will average well over 
$200 million annually in the next five years and interest charges 
will be $65-75 million more. Increasingly, these return flows 
will be coming from the underdeveloped areas. Unless the rate 
of new lending is accelerated, actual disbursements (which tend 
to lag behind loan authorizations) might even be negative.*® 


Even when the Bank’s loans to the world and to the under- 
developed areas were at a postwar peak (1952-1953), un- 
committed lending authority would have permitted an even 
higher level of operation. Today, the funds available for lending 
are greater still, about $1,800 million. As has been suggested, 
however, the Bank has not been emphasizing loans for the eco- 
nomic development of the poorer countries of the world. 


15 The Bank’s reserve for possible losses was $330.5 million on 30 June 
1954. Here again, question may be raised as to whether bank charges might 
not be reduced, or bank expenses (to facilitate making loans) might not 
be increased. 

16 This was in fact the case during the first six months of 1954, when 
disbursements were $141 million and repayments plus interest $225 million. 
However, repayments scheduled for 1954 were higher than will be the case 
for later years. 
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Whether the Export-Import Bank’s extensive experience in this 
area, and its resources, can be drawn upon to provide more 
funds for underdeveloped areas depends, at least initially, upon 
the policies pursued by the United States government. 


Foreign Operations Administration 


In 1953-1954 about $335 million was allocated for “eco- 
nomic and technical” assistance to underdeveloped areas through 
the Foreign Operations Administration. The comparable total 
for the preceding year was $243 million. Most of this increase 
reflects an expansion in economic aid, in contrast to technical 
aid. While the latter type of assistance is spread throughout a 
very large number of countries, economic aid proper is concen- 
trated in a relatively few, notably India, Iran, Israel, and the 
Arab states. This aid is meant to help the countries “carry out 
selected key activities in their own development programs” 
usually “when the country lacks the means to undertake such 
projects independently.”*’ Assistance is provided in the form of 
specific imports—foodstuffs, raw materials, and capital goods. 
In addition, there are provisions for the setting aside of the local 
currency counterpart which can again become available for 
development purposes. 

This is clearly a form of assistance which can contribute 
in an important way toward supplementing other resources in 
a country’s development effort. Moreover, a resident United 
States technical cooperation mission, staffed with experts in many 
fields, maintains close contact with the development group in 
the aid-receiving country. This can, and usually does, assure that 
the programs are attuned to actual development needs. The 
broad range of imports which can be obtained makes this type 
of program a valuable complement to the more rigid loan 
financing provided by the two Banks. 


An obvious problem, however, is that FOA development 
assistance is limited, both in amount and in the countries to 


17 Foreign Operations Administration, Monthly Operations Report (31 July 
1954), p. 8. 
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which it is provided. While the economic objectives of the pro- 
gram are clear, point is also made of the fact that the aid 
provided to these countries will help “the maintenance . . . of 
democratic institutions.” Presumably, these institutions must be 
deemed to need help before a country requiring development 
assistance becomes eligible for aid. 


In addition to the FOA programs for technical and eco- 
nomic assistance, underdeveloped countries may be able to 
obtain surplus agricultural products (in excess of “normal” 
imports) under the Agricultural Trade and Development Act 
of 1954.** These may help in meeting indirect import demands 
arising from an expanded development program. 


Taken as a whole, the aid programs for underdeveloped 
areas which are now operated by the FOA can provide net 
assistance in the form of a rather flexible collection of imported 
goods. They could therefore be used either for meeting all the 
foreign exchange costs of individual projects, or as a more 
general import surplus to complement other development efforts. 
Moreover, FOA aid is available on a grant basis, or as a “loan” 
with much more lenient terms than those extended by either 
of the Banks. The aid is thus well suited to countries with a 
development program involving a relatively large volume of 
social overhead investment. However, for FOA funds to be most 
effective (even at the present levels of aid) they, and the con- 
ditions for their use, must be fitted into the overall investment 
program of the country; this is difficult when appropriations are 
made annually, and without any assurance of continuity. 


Theoretically at any rate, the recent United States emphasis 
upon making some of its aid available in the form of surplus 
products need not reduce its value for development purposes. 
In actual practice, however, this may be true only if the total 
development effort of recipient countries were quite large. With 


18 This Act provides $700 million for such sales abroad (in addition to 
$300 million for disaster and famine relief). While some may be available 
as grants, mostly it is to be sold for local currencies, which can then be 
loaned back to the countries buving the surplus commodities. 
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present rates of economic growth, many countries may not be 
able to use effectively the relatively large amounts of agricultural 
products included in our aid programs. They may require a 
heavier concentration of imports of capital goods which they 
are not able to finance through other means. Finally, while 
there has been some increase in the level of United States 
development assistance, it has not been of the order of magnitude 
which could in itself contribute to significantly larger rates of 
growth in underdeveloped countries. 


The Colombo Plan 


All international aid under the Colombo Plan is provided 
by bilateral arrangements. There is no central organization to 
allocate or administer funds among member countries, nor is 
there a permanent secretariat which studies programs and 
progress in order to provide a basis for such allocations. There 
is only a Consultative Committee’® which meets annually to 
discuss the progress achieved in the past year and to examine 
the specific programs contemplated by each country in the next. 
This provides some opportunity for comparing notes on the 
problems encountered and the difficulties ahead. The annual 
meetings may also provide the occasion for announcements about 
any contributions, or changes in contributions, by donor coun- 
tries. 

Australia, Canada, and New Zealand have been making 
capital funds available to various countries in the Plan at annual 
rates of about $11, $25, and $2.8 million respectively. To date 
all such aid has been provided on a grant basis, usually for 
projects proposed by the recipient countries from among those 
included in their development programs. Australia and Canada 
require that the funds be spent in their respective countries, 
either for commodities (usually food or raw materials) or equip- 
ment. Counterpart funds are set up for Canadian aid and then 

19 The Plan also has a technical assistance program. This does have a 
permanent secretariat at Colombo (the Council for Technical Cooperation 


in South and Southeast Asia), but it has no responsibilities with respect 
to the financial assistance activities of the Plan. 


$25 











allocated to development projects. Australia has apparently 
limited counterpart requirements to local currencies arising from 
commodities actually sold to the public in the recipient coun- 
try; the value of these is then available for local costs of the 
project for which Australia also provides the external costs. 


The United Kingdom had agreed to release, more or less 
regularly over the six-year period, some £250 million of the 
sterling balances held by Ceylon, India, and Pakistan. In addi- 
tion, the United Kingdom has provided large amounts of assist- 
ance to Malaya and North Borneo. In 1953, a government loan 
of $28 million was made to Pakistan. The United States, how- 
ever, remains the largest contributor under the Plan, in the 
form of Export-Import Bank loans and the activities of the 
FOA mentioned above. 


Apart from the United States aid, and the United King- 
dom assistance to its territories in the area, the Plan thus arranges 
for about $40 million annually in grants, plus such ad hoc 
assistance as the recent British loan to Pakistan. There is no 
evidence that these countries plan to expand significantly the 
rate at which aid is being made available. From the point of 
view of the recipient country, the form of aid provided by the 
Commonwealth members of the Plan is very attractive. There 
is reasonable assurance that aid will be continued over the six- 
year period of the Plan. Imports under each bilateral program 
are not limited to capital goods. At the level of aid extended, 
the condition of “tied” purchases, or the need to allocate 
equivalent amounts of their local resources (counterpart) to 
development, do not constitute significaut limitations upon the 
ability of the developing country to put the assistance to effec- 
tive use. 


Some’members of the Colombo Plan receive foreign loans 
or grants from two or three of the sources of public funds dis- 
cussed above. During the three years from 1 April 1951 through 
30 March 1954, for example, these (and other sources providing 
relatively small amounts of public funds) had authorized some 
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$500 million of external assistance to India. About $280 mil- 
lion was actually utilized during that period, constituting 15 
per cent of all the outlay on India’s Five Year Plan and a very 
much larger percentage of the Plan’s outlay on goods from 
abroad. In this connection the question might be raised as to 
whether, when total public assistance from abroad reaches a 
sizable level, such aid should not be rigorously conditioned upon 
adequate use of domestic resources. In the example above, only 
55 per cent of the authorized aid was actually used. In itself, 
such a statistic suggests problems of whether local resources can 
be or are being mobilized as planned, whether investment priori- 
ties have taken adequate account of other limiting factors of 
supply, or management, and the like. 


The question as to whether the developing country is 
actually making the best use of its own resources—human, 
material, and financial—is, of course, equally applicable in the 
case of aid-receiving countries other than those in the Colombo 
Plan; they apply wherever public assistance from abroad looms 
large in the total development effort. They are therefore par- 
ticularly pertinent when the question of a significant expansion 
in foreign aid is under discussion. Presumably, the case for such 
an expansion is based upon the argument that local resources 
are insufficient to permit a sufficiently high level of investment. 
This presumes that there is an effort, through domestic borrow- 
ing and tax policy, perhaps through allocations or other controls, 
to assure that consumption is kept within bounds consistent with 
the nation’s desire to invest. In fact, developing countries 
usually expect to mobilize for investment an increasing share 
of any expansion in income. An increasing marginal rate of 
saving will not necessarily just happen; some measures must be 
taken to organize it. The argument also requires an effort to 
screen domestic investment. Unless the allocation of domestic 
product to consumption and investment expected under a plan 
is observed and controlled in some way, there is no way of 
assuring that the foreign assistance obtained makes its full con- 
tribution to the development effort. 
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Today there is no common point from which public loan 
or grant institutions observe the performance of the economy 
receiving aid for accelerating development, and no central body 
where agreement is reached upon the special conditions they 
will apply in their financial assistance. There is need for an 
agency to perform this function. The need will be greater if 
the level of foreign aid expands. The Colombo Plan’s Consulta- 
tive Committee is a device which might be readily adapted to 
such a function for development assistance to its member coun- 
tries. At the minimum, it would require the use of a permanent 
secretariat and formal participation in it by all organizations 
which provide assistance, as well as the aid-receiving countries. 
Parallel organizations would be helpful in other regions, and 
there would need to be some central agency. 
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The Demand For Public Funds 


HE SOURCES OF FINANCE DISCUSSED ABOVE HAVE BEEN 
disbursing from $800 to $900 million annually in the 
last few years for development in the less advanced areas of the 
world. With respect to the two Banks, their figure is gross; 
return payments (including interest) from these areas may have 
been about $200 million. Even in the absence of any new pro- 
gram for accelerating development abroad, it can be assumed 
that the Export-Import Bank will increase its scale of new 
lending for this purpose to well above the level of 1953-1954. 
There is evidence for such an assumption, particularly with - 
respect to loans for Latin American countries. Grant and re- 
lated development programs by the United States will probably 
maintain at least the present levels of operation; there may 
well be increases, particularly through the use of surplus foods 
under the Agricultural Trade and Development Act. It can be 
expected that the IBRD will continue to expand its lending 
operations. If account is also taken of the net public investment 
by other countries, including investment in colonial areas, in- 
flow of $1 billion of public funds per year for the underdeveloped 
areas is a reasonable expectation for the near future. This rough 
projection, again, is on the assumption that there is no new 
move by the developed areas to step up rates of growth in the 
poorer lands. How does this figure compare with their need for 
foreign development financing? 





The United Nations group of experts suggested an annual 
need from foreign sources of $13.8 billion, as of 1949. If this 
figure is adjusted by eliminating the estimates for China and 
by assuming a lower capital-output ratio for the new investment, 
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the United Nations estimate is of course reduced—by at least 
half of the original figure.?® Questions might also be raised 
about the low United Nations estimate of domestic savings in 
the underdeveloped areas, and the fact that explicit account 
was not taken of the extent to which marginal savings rates 
might exceed the average. This last would gradually reduce the 
ratio of supplemental financing from abroad to total investment. 
Finally, the annual investment program could be increased only 
gradually; it would take three or four years at the minimum to 
organize what might amount to a doubling of the original in- 
vestment rate. Adjustments along these lines suggest a need for 
foreign financing which would increase for a few years, perhaps 
to a maximum figure of $4 to $5 billion for a number of years, 
and then decline, as economic growth becomes more self-sustain- 
ing. This type of formulation stresses both the terminate nature 
of any new aid commitment and the fact that beginnings can . 
be made even with the $1 billion annual flow that can be ex- 
pected under present conditions. It is still true that the maximum 
figure, even after allowance is made for international capital 
flows on private account, is a multiple of the sums presently 
available. 
The difference in these two orders of magnitude for foreign 
development needs is significant mostly because it illustrates 
how important to such estimates are the basic assumptions on 
the product to be expected from new investment, on the domestic 
savings ratios, on the rapidity with which expanded investment 
activity can be undertaken, and on the effectiveness of various 
measures which might be implemented to mobilize more domes- 
tic resources for investment, perhaps out of expanding income, 
as the growth process gains momentum. For most underdevel- 
oped areas, knowledge of basic facts and of basic factors in- 
fluencing consumption, savings, and investment decisions is too 
limited to permit much certainty for such assumptions. The 
answers must come from study of experience in individual coun- 
tries as they embark upon programs to expand their per capita 


20 See Benjamin Higgins, pp. 290-292 above. 
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income. In any event, it is upon precisely such experience that 
allocations of international public funds for development should 
be based. 


These considerations can be made more specific by exami- 
nation of the experience of India, which is now completing 
the fourth year of its first Five Year Development Plan. India 
began with a low standard of living, even when compared with 
other underdeveloped areas. South Central Asia’s needs for ex- 
ternal capital, most of which would be in India, were high- 
lighted in the report of the United Nations experts. Under its 
program India anticipated total investment, public and private, 
of about $7.5 billion over the five-year period. On the average, 
this meant an annual investment 60 per cent higher than that 
prevailing before the plan, or roughly a doubling in the rate 
of investment by the fifth year. Detailed investment plans were 
made primarily for the public sector; here the average rate of 
investment was to be doubled for the plan period as a whole, 
which meant a much more rapid acceleration in public invest- 
ment. By the end of the third year, 1953-1954, public invest- 
ment had been increased by almost 80 per cent, after a large 
increase from 1952-1953. The actual expansion in investment did 
take place gradually and more slowly than anticipated. Current 
domestic savings were expected to provide almost 80 per cent 
of total investment. Of the remainder, only about one-third 
was assured; it was to come from a drawing down of India’s 
sterling balances. The fact that the supplementary financing 
needed from abroad was not guaranteed—and indeed is not yet 
assured—did not deter initiation of the program." 


By the end of the third year, income per capita had in fact 
increased by much more than had been expected even at the 
end of the five-year program. Since the plan had been formu- 


21 It is of course true that the Indian government planned for an average 
increase in per capita income of about | per cent annually, as against the 
2 per cent of the United Nations experts. Higher targets would have 
required larger investment and increased amounts of capital from abroad. 
The Indian investment program has not yet been stepped up to the level 
required by its lower target. 
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lated on the assumption that the incremental capital-output 
rate was 3:1 (a lower figure than was assumed in either of 
the global estimates above), this fact suggests the possibility 
that even 3:1 was too high, at least for the first three years. 
Favorable weather was an important factor here, as were the 
existence of under-utilized industrial capacity, and the extra 
labor inputs that were mobilized from rural underemployment. 
While the continuation of good monsoons cannot be counted 
upon, the last two of these factors have scarcely been exhausted. 
There is some reason, therefore, to expect a favorable relation- 
ship for the first plan’s remaining years.”* 


Despite the more favorable progress in per capita income, 
public savings have fallen below expectations. However, there 
is reason to expect that domestic borrowing by government will 
exceed what was anticipated in the plan, although not by enough 
to compensate for the short-fall in budgetary surpluses on current 
account. This might mean that consumption has risen more 
than anticipated in the plan, or that savings have moved more 
heavily into the private sector, or some measure of both. The 
data available do not permit clarification of this important 
point. However, the government increased its rate of deficit 
financing significantly over the first three years, without any 
evidence of the emergence of inflationary pressures. On the con- 
trary, the Planning Commission believed that “an expansionary 
impetus” was still warranted; the budgetary deficit planned for 
1954-1955 was double that of 1953-1954. ; 


While the record of performance for the past year has not 
yet been published, there has been no evidence of inflationary 
developments. It would appear that the government deficits have 
actually been mobilizing resources that might neither have been 
consumed nor invested. There is simply not enough known about 


22 Whatever the value of using the capital-output ratio for a long period, 
it is generally agreed that it is not meaningful for year-to-year projections, 
when specific investment patterns, external factors (i.e. good weather and 
the like) may be the determining considerations upon income. In an ex-post 
statistical sense, however, India’s investment and income relationship has 
turned out to be favorable. 
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the factors which influence consumption, savings, and invest- 
ment in the Indian economy.” 


Even though domestic savings available for public invest- 
ment have fallen below expectations, there is little reason to 
believe that domestic savings rates were exaggerated in the 
original plan, or that the amount of supplementary external 
resources needed for the development program was understated. 
In fact, use of the sterling reserves and of foreign assistance 
was actually below what might have been expected. The Indian 
development effort of the first three years was not impeded by 
a shortage of resources, domestic or foreign. While this resource 
problem can be expected to become a greater one as India 
moves to higher levels of annual investment, there is no doubt 
that domestic resources mobilized for investment will be ex- 
panded as a result of the experience gained from the past years 
and of the new insight that may follow from a closer examina- 
tion of the relevant determinants of development in India today. 


How unique is this Indian experience? Comparable docu- 
mentation is not available for the few additional countries which 
have embarked upon comprehensive programs of development 
by non-totalitarian methods. While India started with a rela- 
tively low per capita income, it is a country with unique ad- 
vantages in its political stability and in its corps of skilled civil 
servants. On the first count its supplementary requirements from 
abroad would be expected to be proportionately larger; on the 
second, its ability to step up its rate of development somewhat 
greater. India should therefore have encountered a capital bottle- 
neck at a relatively early stage. It seems fair to conclude that 
the Indian experience does bear out, first, that important begin- 
nings can be made toward economic growth without large sup- 
plements of capital from abroad, and second, that the early 
development experience itself can provide the firm base upon 
“28 In the words of the Planning Commission: there is “need for a closer 
examination of the relevant determinants of development in the present 
stage of the Indian economy, and especially of the techniques through which 


these could be acted upon effectivelly.” Government of India, Five Year 
Plan Progress Report for 1953/54 (New Delhi: September 1954), p. 8. 
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which the need for additional resources from abroad can be 
documented—and the additional resources most effectively used. 
Finally, while it is true that India did actually embark upon 
its program with a large unfilled gap in the resources needed, 
the program was formulated under the cover of the Colombo 
Plan. A group of nations, including capital-exporting countries, 
had agreed to assist in the effort to raise per capita incomes in 
the region. There was at least the hope that, when net imports 
of capital were needed from abroad, such imports would some- 
how be provided. It is important to have international machinery 
which provides such hope—and capital as it is needed. 
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New International Machinery 


W-.--- OR NOT THE SUPPLY OF PUBLIC CAPITAL IS 


today the bottleneck to economic growth, it is true 
that per capita incomes in the underdeveloped areas as a group 
are not increasing relative to those in the wealthier nations; 
in many countries, not even absolutely. It is United States 
policy, and policy in other of the more developed countries, to 
help improve the economic welfare of countries which are seek- 
ing such improvement while strengthening their own tradition 
of individual freedom. Not enough is being done to implement 
this policy. More might be done with the public resources now 
available for development assistance abroad—and more resources 
should be made available. There is reason to believe that such 
supplementary aid will be needed for a limited period only, 
and that the increases above present levels will be gradual. 


An international development organization is needed whose 
responsibility it is to assist any country to overcome the deter- 
rents to its economic growth—whether this requires action which 
is primarily by domestic authorities or by groups abroad. The 
agency should be in a position to assure applicant countries that 
assistance in the appropriate form will be made available if 
the country meets the economic conditions imposed. As a policy, 
the agency would authorize aid from abroad (other than tech- 
nical assistance) only after it is convinced that there are no 
further steps which it believes feasible for the country to take 
at that time in order to mobilize more domestic resources for 
the investment desired. This will generally require the prepara- 
tion of a plan of investment, some indication of the consumption 
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and savings flows in the economy and of the steps which the 
country is taking to channel the flow of income during the de- 
velopment period. It may also require that the country initiate 
its stepped-up development activity, so that there will be oppor- 
tunity to observe the program in operation. In any case, capital 
assistance will be provided only on the condition that domestic 
resources are being effectively used in the development effort. 
Subject to such conditions, sufficient aid would be assured to 
permit the attainment as rapidly as possible of a stipulated rate 
of increase of per capita income—perhaps 1.5 or 2 per cent 
annually. 


Resource assistance would be available in as flexible a form 
as the various sources of aid now permit. The amount, form, 
and conditions of aid would be tailored to the country’s require- 
ments. There would be ready commingling of the capital goods, 
as preferred by the Banks, with foodstuffs and the raw materials 
provided through the present programs of individual donor 
countries. “Loans” could be extended on partial repayment 
terms, so that they become, in fact, part grants. Or “grants” 
could be extended subject to later renegotiation on the possibili- 
ties of at least partial repayment. There would be a variety of 
conditions with respect to the establishment of counterpart funds 
in local currencies; the agency might also purchase local cur- 
rency for foreign exchange, perhaps with repurchase arrange- 
ments. It could advance funds to private companies on an equity 
or near-equity basis, usually on some sharing arrangement with 


private investors. 


Finally, an agency whose operations involved such detailed 
knowledge of economic problems in individual countries, and 
such close working relations with them, would need to be or- 
ganized on a regional basis. In all probability, there would be 
major regional branches relying heavily upon the work of some 
of the present regional organizations of the United Nations. 


This is obviously an impossible prescription for a new 
agency. To “assure,” “authorize,” and “provide” aid in these 
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forms, it would need to have the funds and powers of essen- 
tially all the existing sources of international assistance, and of 
the new IFC. Indeed, unless a SUNFED were established under 
the United Nations, the new agency would require the grant 
funds and authority of purely domestic organizations in a num- 
ber of donor countries. Such a transfer of funds and authority 
is clearly an unrealistic expectation. One alternative would be 
to create a new agency, without funds of its own, but which 
would establish the rules and conditions under which any coun- 
try can receive aid, of specific amounts and kinds, from in- 
dividual sources. The other, and more plausible alternative, 
would be to add these responsibilities to those of an existing 


agency. 

The International Bank is the obvious one. Within its 
present authority it has already taken imaginative steps to ex- 
pand domestic resources for investment in countries to which it 
has made loans. It has already studied in considerable detail 
the development problems and prospects in a large number of 


areas. With expanded regional facilities, much more such in- 
vestigation could be undertaken. With the IFC as an affiliate, 
the Bank will have already added valuable new tools to the 
loan and guarantee functions it now has. If some SUNFED 
were created and also made an affiliate of the Bank, this could 
provide, under single direction, a large number of the aid devices 
proposed for the new agency. Finally, the Bank’s relationships 
with the technical assistance programs of the United Nations, 
with the International Monetary Fund and other specialized 
agencies, provide some basis for expectation that cooperation 
from these groups will make possible centrally-directed inter- 
national assistance for economic development. 


Creation of some kind of a SUNFED will undoubtedly 
depend upon the action of the United States. It is a reasonable 
hypothesis that the United States will step up its aid for develop- 
ment activity abroad. Given the current economic position in 
the underdeveloped countries, and given the hopeful possibilities 
for improvement if there is active cooperation from the wealthier 
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nations, it is reasonable to expect that this country will par- 
ticipate in a new and bold approach to the problem. This will 
require a willingness to increase the resources available to meet 
documented needs, to adopt a form of aid in which assurance 
of availability can be made on a five-to-ten-year basis, and to 
work cooperatively with other nations and organizations so that 
the combined aid will be provided in the most usable form. This 
may mean United States support for SUNFED, some expan- 
sion in United States agency activities, or some combination 
of the two. The International Bank has long worked intimately 
and effectively with the United States government. It can be 
expected that satisfactory cooperative arrangements could be 
maintained with United States agencies, even if the expanded 
United States program were to remain primarily a bilateral 
one. Cooperation with the bilateral programs of other countries 
should also be possible. 


Finally, it must be stressed that the new agency, or the new 
function for the International Bank, is established not simply 
to provide a larger and more flexible bundle of external assist- 
ance for development. Its major task is to eliminate economic 
stagnation where it exists, and where assistance to that end 
is being sought. Its aid can provide to the underdeveloped areas 
the assurance that lack of foreign resources will not be the 
deterrent to accelerated development. The resources will be 
available when the need for them is demonstrated. There is a 
basis for expecting that this new interest on the part of the 
more developed nations and this new assurance to the poorer 
lands can contribute to much larger levels of investment in these 
underdeveloped areas. Public funds from abroad will certainly 
need to expand above the $1 billion level that can be antici- 
pated under existing programs. They will increase gradually, 
and subsequently decline. On the basis of the limited experience 
now available, the peak level cannot be forecast. The $4-$5 
billion total suggested earlier, from all public sources, would 
seem to be an extreme expectation. A peak need of closer to 
$3 billion, from all public sources and for a limited period of 
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years, is certainly a possibility. It will take more development 
experience to determine the figure. But the experience may not 
take place unless there is some assurance that needs, whatever 
they are demonstrated to be, will be met. With economic ex- 
pansion so important to the welfare of the people in the under- 
developed areas of the world, this is an uncertainty worth 


venturing. 
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